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In the six-week period since the last FOMC meeting on February 6, the dollar has 
held its own in the exchange markets for European currencies and even strengthened 
some 4 percent against the Japanese yen. As before, this has not reflected a sense that the 
United States has been doing better in reducing inflation at home or cutting into its 
massive trade and current account deficits. Ifanything, the numbers which have emerged 
continue to confirm the market’s generally pessimistic appraisal of fundamentals. For the 
moment, at least, the market is prepared to take bad news in its stride. 

There are many reasons for this respite in selling pressure, but I will cite three. 
First, exchange market participants around the world are impressed with the speed and 
forcefulness with which central banks are prepared to intervene. The current cliche 
among traders is that if the dollar goes down, the Fed steps in and if the dollar goes up, 
the Bundesbank steps in. The Swiss and Japanese central banks have also been quick to 
intervene in size on both sides of the market. The French, British, and Italian central 
banks have also operated on a big scale in a day-to-day effort to avoid sharp movements 
in their rates against either the dollar or the mark. The European Monetary System of 
course has been launched, also with the presumption of a fairly firm intervention 
approach. Dealers remain extremely nervous over a variety of concerns but large 
volumes are going through in good two-way trading. In this environment, the dollar has 
been much more resilient to shocks. 

A second factor has been the market’s perception of U. S. policy. Market 
participants still express considerable skepticism about the potential effectiveness of the 
broader anti-inflation program. But most would by now admit that the November 1 
package, and the follow-through since then, generally has helped re-establish the 
credibility of the U. S authorities in the marketplace. The fact that interest rates have not 
been allowed to ease in the face of the extended period of weak aggregates has impressed 
many dealers. In effect, the November 1 package and the current stance of monetary 
policy restraint are seen to have bought some time--now measured in weeks and months 
rather than days--but the market is still waiting for clear improvement in the 
fundamentals. 

Third, adverse events abroad have on balance helped the dollar. In particular, 
nearly all major countries have reported monthly jumps of 1 percent or more in wholesale 
or retail prices-even the Swiss, Germans, and Japanese. Such poor results are not 
expected to persist in all countries, but dealers recall the generalized inflation that broke 
out in 1973-74, when oil and other commodity price increases contributed to worldwide 
inflation. This is not especially to our credit, but in contrast with 1978, the United States 
is no longer the only country in which inflationary pressures have been accelerating. 
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The conjunction of these various factors has led to a substantial reflow of funds, 
through unwinding of leads and lags, covering of speculative positions, and running off 
of deposits entered into when portfolio diversification against the dollar was at a fever 
pitch. Not all of this is seen in the market since it often shows up as an absence of dollar 
sales rather than actual purchases of foreign currency, but it is there. Here again, the 
interest rate differential has had an important bearing. If the dollar is steady or rising, the 
rolling over of short dollar positions on a day-to-day basis, as in the Euro-dollar market, 
becomes increasingly expensive. And we have heard of many time deposits or CDs in 
Euro-marks, Swiss francs, and yen, which were not renewed at maturity, since the 
investor felt he was giving away too much interest as against returning to dollars. Some 
portfolio diversification by central banks has been reversed. Not all of the flow has been 
into dollars. Big amounts have gone into sterling, where interest rates are even higher. 

The reflux into dollars has given us an opportunity to repay swap debt. In marks, 
on a net basis, we repaid a further $182 million equivalent, reducing the swap debt to 
$3.3  billion. During the period we completed repayment ofthe remaining $335 million 
of drawings in Swiss francs. We even accelerated our schedule for liquidating 1971 debt, 
and repaid $109 million. If market conditions continue as they have, by the next FOMC 
meeting the Federal Reserve will be free of all debt in Swiss francs for the first time since 
1970. The yen has weakened quite sharply, and the Bank of Japan has stepped up the 
volume of its dollar sales to support its currency. We have joined in some of these 
operations to a limited extent in New York and have bought $170 million of yen, raising 
balances to about $180 million. 

[If] the United States does not show some improvement in its inflation 
performance soon, we will surely need those balances, and more, since pessimism 
[regarding] the longer-term prospects for the dollar remains widespread. 
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Mr. Sternlight made the following statement: 

Throughout the period since the February 6 meeting, 

the Account Management continued to seek reserve conditions 

consistent with a Federal funds rate of 10 percent or slightly 

higher. 

were within the tolerance ranges set by the Committee, but the 

estimates were revised progressively lower as new data came along 

and by the beginning of March it appeared that growth would be 

well below the selected range for 5 and slightly below for M2. 
In a telephone meeting on March 2, the Desk was instructed to 

maintain an unchanged approach to the funds rate, in view of mixed 

evidence on the economy--including indications that the weakness 

in the aggregates might reflect changing preferences as to how 

liquidity is held. Subsequent data on the aggregates tended to 

confirm the picture about as projected at the beginning of March-- 

with a resumption of growth in March leaving MI growth quite weak 

for the two months, while M growth was seen as turning out a bit 

weaker than anticipated as the month began. 

Initially, the projected growth rates of M1 and M2 
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Desk operations were complicated during the period by 

exceptionally volatile and hard-to-predict levels of Federal 

Reserve float. Partly because of bad weather, check transportation 

was impeded and float soared to record,high weekly average levels 

of around $11 1 / 2  to $12 billion in the latter half of February. 

On a couple of occasions, the unexpectedly high levels of float 



caused the Desk to absorb reserves on such a large scale that 

System holdings of securities were insufficient to collateralize 

all the Federal Reserve currency considered as outstanding; thus 

steps were taken to return certain inventories of cash in Federal 

Reserve Banks to the custody of Federal Reserve agents so that 

the collateral requirement could be eased temporarily. 

when float levels receded, this too was more abrupt than 

had been expected and this contributed to some temporary shortages 

of reserves in early March--and even to a brief flurry of specu- 

lation among market participants that the System was edging toward 

a firmer monetary policy. Subsequent aggressive action to provide 

reserves has subdued that speculation, although the funds rate 

remained higher than desired all of last week. For the whole 

period the funds rate averaged about 10.09 percent, slightly lower 

than in the previous intermeeting period which included some 

elevated rates around year-end. 

Given the volatility of market factors affecting reserves, 

more than usual reliance was placed on adding or absorbing reserves 

on a temporary basis. Outright operations included purchases of 

$700 million of Treasury coupon issues early in the period, sales 

of about $450 million of Treasury bills to foreign accounts about 

midway through the period, and then purchases of about $2  billion 

of bills, nearly all from foreign accounts, in the latter part 

of the period. Much of this foreign supply of bills reflected 

sales by Japan as it spent dollars to support the yen. The timing 

of those heavy sales meshed neatly with our need to provide reserves 



as float contracted. 

Most market yields moved somewhat higher on balance 

during the period. In the case of Treasury coupon issues, increases 

early in the interval were partly offset by subsequent declines. 

The increases were spurred by concern over inflation and a view that 

economic activity was holding strong for longer than expected. Dis- 

turbing international news from the mid-east and far east was also 

a negative factor. There was some partial price recovery later, 

amid better international news, mixed economic signals, and con- 

tinued weak aggregates--but there was little investor enthusiasm 

to commit funds. 

because of inflation, any near-term change in monetary policy is 

likely to be to the firmer side. This is probably why market analysts 

were so ready to jump to a wrong conclusion about a firming move 

being under way about ten days ago, when primarily technical factors 

pushed the funds rate higher for a time. 

An underlying market view seems to be that, primarily 

The net increase in rates for 1 - 5 year Treasury issues 
was about 25 - 4 0  basis points while for longer issues yields were 

up a more modest 10 - 20 basis points. 

basis points over the period even though other short rates such as 

CDs and commercial paper changed little. 

foreign accounts added to supplies, as did a Treasury sale of cash 

IiIaiiayowliL b i l l s .  J I I  ycslcrday's auctloii ,  3- and (1-1writli bills 

sold at average rates of 9.50 and 9.48 percent, up from 9.19 and 

9.31 percent the day before the last meeting. 

Bill rates rose about 10 - 30 

Desk sales of bills for 



The Treasury  w i l l  have l a r g e  c a s h  needs i n  e a r l y  A p r i l ,  

and assuming t h a t  t h e  Congress acts  on t h e  d e b t  c e i l i n g ,  t h e  

Treasury i s  l i k e l y  t o  borrow perhaps $1 1 / 2  b i l l i o n  i n  15-year 

bonds and a very  s u b s t a n t i a l  amount through A p r i l  and June c a s h  

management b i l l s .  A two-year note a u c t i o n  i s  scheduled f o r  

tomorrow, b u t  t h i s  might  v e r y  w e l l  be  postponed because of t h e  

u n c e r t a i n t y  about  t i m e l y  a c t i o n  on t h e  d e b t  c e i l i n g  b e f o r e  month-end. 



James L. Kichl ine  
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FOMC B R I E F I N G  

Some observers  of unfo ld ing  economic and f i n a n c i a l  developments 

i n t e r p r e t  the  c u r r e n t  and near-term out look  a s  boomy, w i t h  perhaps a specula-  

t i v e  bubble i n  process  of developing. 

of t h e  c u r r e n t  and prospec t ive  s i t u a t i o n  i s  appropr i a t e  r e p r e s e n t s  a key 

i s s u e  a t  the  p re sen t  time. 

moderated th i s  q u a r t e r  and w i l l  cont inue  t o  slow, and the boom scena r io  appears  

a very un l ike ly  outcome. Even so ,  near- term i n f l a t i o n  prospec ts  a r e  dismal 

and t h e  Adminis t ra t ion ' s  wage-price r e s t r a i n t  program i s  i n  a g r e a t  d e a l  of 

d i f f i c u l t y  . 

Whether o r  no t  such an i n t e r p r e t a t i o n  

I n  t h e  s t a f f ' s  judgment, economic a c t i v i t y  has  

There s t i l l  appears  to be apprec iab le  s t r e n g t h  i n  t h e  economy 

judging from the  l abor  market s i t u a t i o n .  Nonfarm employment r o s e  an average 

1 / 4  m i l l i o n  per  month i n  January and February;  a l though t h i s  was nea r ly  1 / 5  less 

than the  average monthly inc reases  i n  1978, those  ga ins  w e r e  e s p e c i a l l y  l a r g e .  

Employment ga ins  l a s t  month were p a r t i c u l a r l y  notable  i n  the  durable  manufactur- 

ing  and t r ade  s e c t o r s  whi le  c o n s t r u c t i o n  and S t a t e  and l o c a l  s e c t o r s  evidenced 

weakness. The unemployment rate was unchanged i n  February a t  5 - 3 / 4  per  cent .  

The gene ra l  s t r e n g t h  of l abor  markets  w a s  n o t  r e f l e c t e d  i n  a l a r g e  

inc rease  i n  production. 

February and was unchanged i n  January. 

t o  depress  output  i n  both months, b u t  o t h e r  f o r c e s  were a t  work as w e l l .  

Coal ou tput  dec l ined  i n  both months, p a r t l y  r e l a t e d  t o  weak demands, and au to  

assemblies were down i n  a s s o c i a t i o n  w i t h  a t tempts  t o  c u r t a i l  r i s i n g  inven- 

t o r i e s  of c e r t a i n  models. 

I n d u s t r i a l  p roduct ion  rose  only  0 . 3  per  c e n t  i n  

To some e x t e n t  adverse weather ac t ed  

R e t a i l  sales i n  the aggrega te  cont inued t o  r ise  s l i g h t l y  over  t h e  

p a s t  two months fol lowing s i z a b l e  i n c r e a s e s  l a te  i n  1978. Auto sales i n  
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p a r t i c u l a r  have been running above an 11 m i l l i o n  u n i t  annual r a t e ,  somewhat 

f a s t e r  than i n  the  second ha l f  of 1978. 

been i n  smal le r ,  f u e l - e f f i c i e n t  c a r s  which probably has  been prompted by 

concerns over  the p r i c e  and f u t u r e  a v a i l a b i l i t y  of gaso l ine .  

sales have been expanding a t  a slower pace than we  had a n t i c i p a t e d  e a r l i e r  

and we have reduced growth of personal  consumption expendi tures  fo recas t ed  

f o r  the c u r r e n t  qua r t e r .  

The r ecen t  pick-up i n  a u t o  s a l e s  has  

Other consumer 

R e s i d e n t i a l  cons t ruc t ion  ou t l ays  and the e s t ima te  of n e t  expor t s  a l s o  have 

been lowered i n  our  f o r e c a s t  f o r  t h e  c u r r e n t  qua r t e r .  Housing s t a r t s  dropped i n  

January and f e l l  f u r t h e r  t o  a 1.4 m i l l i o n  u n i t  annual  r a t e  i n  February. 

a f t e r  a l lowing f o r  a weather - re la ted  bounceback i n  March i t  now appears  t h a t  

r e s i d e n t i a l  c o n s t r u c t i o n  ou t l ays  s t i l l  w i l l  f a l l  s h o r t  of the  Greenbook f o r e -  

Even 

c a s t  f o r  t h i s  qua r t e r .  For n e t  expor t s ,  t h e  t r a d e  f i g u r e s  i n  January were 

weaker than expected and t e c h n i c a l  d a t a  r e v i s i o n s  a s  w e l l  have l e d  us  t o  

reduce apprec iab ly  n e t  expor t s  f o r  t h i s  qua r t e r .  In  c o n t r a s t  t o  these  down- 

ward r e v i s i o n s ,  bus iness  ou t l ays  f o r  bo th  i n v e n t o r i e s  and f i x e d  investment 

were r a i s e d  i n  response t o  incoming da ta .  On ba lance  the s t a f f ' s  f o r e c a s t  

i n d i c a t e s  r e a l  GNP growth of 3 per  c e n t  annual rate th i s  q u a r t e r ,  1 percentage 

p o i n t  l e s s  than our  prev ious  f o r e c a s t .  

Some of t h e  concern over  t h e  p o s s i b i l i t y  of  a n  emerging boom 

emanates from a reading  of  bus iness  investment performance. Inven to r i e s ,  f o r  

example, rose  markedly i n  January which could  be i n t e r p r e t e d  a s  s i g n a l i n g  a 

change i n  the gene ra l ly  conserva t ive  pos ture  of bus inesses  i n  t h i s  expansion. 

But i t  seems more l i k e l y  t h a t  bus inesses  d e s i r e d  t o  b u i l d  s t o c k s  a f t e r  a 

drawdown l a t e  l a s t  y e a r  because of s t r o n g  sales. Moreover, t h e  book v a l u e  

f i g u r e s  tend t o  o v e r s t a t e  phys i ca l  accumulation g iven  r a p i d  p r i c e  i n c r e a s e s ,  

and adverse weather  may have reduced shipments thereby  adding temporar i ly  t o  
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i nven to r i e s .  

in-process  and f in i shed  goods, which does no t  suggest  increased hoarding f o r  

I n  addi t ion ,  ma te r i a l s  cont inue  t o  be i n  good balance r e l a t i v e  t o  

p r i c e  o r  a v a i l a b i l i t y  reasons. 

n o t  be  adding t o  economic growth a f t e r  t h i s  quar te r .  

Our f o r e c a s t  assumes inventory accumulation w i l l  

Business f ixed  investment ou t l ays  a l s o  appear f a i r l y  s t rong  in t he  near  

term. 

growth over the  balance of the  q u a r t e r  m u l d  p l ace  the  average w e l l  above t h a t  of 

t h e  f o u r t h  quar te r .  

s t r e n g t h  i n  machinery and equipment i n d u s t r i e s  have l e d  us t o  r a i s e  our s i g h t s  a 

b i t  on investment ou t lays  t h i s  year.  However, o t h e r  evidence cont inues t o  temper 

our  expec ta t ions ,  including survey d a t a  suggest ing ou t l ays  f o r  1979 a s  a whole 

s i g n i f i c a n t l y  less than l a s t  yea r ,  t h e  downturn i n  cons t ruc t ion  c o n t r a c t s  f o r  the  

p a s t  t h r e e  months, and the  appropr ia t ions  d a t a  which f a i l  t o  sugges t  an acce le ra -  

t i o n  of spending. Moreover, assuming our genera l  out look i s  c o r r e c t ,  i n  coming 

months business  tendencies t o  s c a l e  up investment programs should be i n h i b i t e d  by 

slower growth of s a l e s  and reduced p res su res  on capaci ty .  

New o rde r s  f i g u r e s  f o r  January were up sharply and even l i t t l e  f u r t h e r  

These orders  along wi th  q u a l i t a t i v e  r e p o r t s  of cont inuing  

A major source of near-term s lackening  of o v e r - a l l  a c t i v i t y  i s  the  

housing s e c t o r  f o r  which we have f u r t h e r  reduced the  f o r e c a s t  f o r  t h i s  year .  

The r ecen t  Regulation Q change on money market c e r t i f i c a t e s  is assumed t o  

reduce housing s t a r t s  by about 50,000 a t  an  annual rate. 

slowing i n  housing--perhaps l a r g e r  than i n  our f o r e c a s t - - i s  beginning t o  p i l e  

up; new home s a l c s  have been dec l in ing  f o r  s e v e r a l  months, bu i ld ing  permi ts  

a r e  running low, and mortgage commitments ou ts tanding  a r e  turn ing  down. 

The evidence of a 

The n e t  r e s u l t  of our  r e v i s i o n s  t o  cons t ruc t ion ,  bus iness  i n v e s t -  

ment, and o t h e r  expendi tures  has  been t o  reduce t h e  f o r e c a s t  of r e a l  growth 

t h i s  year  t o  about 1-314 per  c e n t  measured from f o u r t h  q u a r t e r  t o  f o u r t h  

qua r t e r .  

a f a l l o u t  of t he  poorer p r i c e  out look,  e s p e c i a l l y  a s  h igher  p r i c e s  impact 

I n  p a r t  the  somewhat slower real  growth now p ro jec t ed  f o r  1979 i s  
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adverse ly  on consumer r e a l  incomes and spending. 

indexes have r i s e n  sharp ly  t h i s  year .  Although a g r e a t  dea l  of the runup was i n  

food and energy p r i c e s ,  an acce le ra t ion  of o the r  p r i c e  rises was 

d i s t u r b i n g l y  widespread. To some e x t e n t  i t  seems t h a t  producers  may have 

been pushing through p r i c e  i n c r e a s e s  over concerns of mandatory c o n t r o l s  or 

perhaps o t h e r  changes i n  the  a n t i - i n f l a t i o n  program. 

occurr ing  on p r i ces  than t h a t  a lone.  In r eas ses s ing  the  i n f l a t i o n  out look  we  

have r a i s e d  f u r t h e r  expected food p r i c e  inc reases  during 1979--to 10-1/2 per  

cent .  I n  add i t ion  w e  have incorpora ted  h igher  OPEC o i l  p r i c e  inc reases ,  now 

assumed t o  t o t a l  23 per  c e n t  t h i s  y e a r  i n s t ead  of the  prev ious ly  scheduled 

14-1/2 per  cent .  Taking these  and o t h e r  changes i n t o  account  t he  g ross  

bus iness  product d e f l a t o r  t h i s  yea r  i s  p ro jec t ed  t o  rise 8 - 3 / 4  per  c e n t ,  

showing no improvement i n  i n f l a t i o n  from l a s t  y e a r ' s  experience.  

Both producer and consumer p r i c e  

But much more has  been 

It i s  clear t h a t  the  gene ra l  economic s i t u a t i o n  h a s  d e t e r i o r a t e d  i n  

r e c e n t  weeks and i s  surrounded by increased  uncer ta in ty .  It w i l l  t ake  some 

time t o  ob ta in  a good reading on t h e  a c t u a l  r e s o l u t i o n  of t he  u n s e t t l e d  o i l  

p r i c e  and a v a i l a b i l i t y  s i t u a t i o n  and i n  the  meantime the  Adminis t ra t ion  may come 

f o r t h  with a d d i t i o n a l  a c t i o n s  i n  t h e  i n f l a t i o n  and energy areas. Al toge ther  

events  over t he  p a s t  s e v e r a l  weeks seem t o  have reduced t h e  chances of 

achieving sus ta ined  moderate economic growth along wi th  a g radua l  unwinding 

of i n f l a t i o n .  



Notes for FOMC Meeting 

March 20. 1979 
Alan R. Holmes 

With yen and current Swiss franc debt paid off, my recommendations can be quiet brief. 

Incidentally, given the size of Swiss capital exports and their willingness to share the Swiss franc 

counterpart of them, I share Scott's expectation that the System and the Treasury can be out of 

our pre-August debt shortly, perhaps by the end of the month. 

Through the 27" of April, the System has only four Deutsche mark swap drawings 

maturing, totaling $189 million. These are all first renewals and we would plan to roll them on 

maturity. While the immediate schedule of maturities is light it becomes quite heavy in May, 

reflecting out stepped up intervention in marks after November 1. In fact, about half of our 

outstanding swap debt of roughly $3.14 billion of DM Swap debt matures in May, $1.6 billion of 

which will represent second renewals. In order to get a head start on this schedule we have 

already begun and will intensify discussions with Germans, exploring ways of speeding up direct 

acquisition of DM from the Bundesbank, and, to the extent we can do so without upsetting the 

recent stability of the dollar, to step up market acquisitions. Second renewals, as you may recall, 

require Federal Reserve-Bundesbank agreement and I believe it would be desirable to avoid that 

necessity if it is at all possible. 

We had hoped to distribute to the Committee a memorandum or memoranda on the 

subject of eventual System acquisition of foreign currencies. It has not been possible to do so, 

but we expect to have papers from the Desk and the Board Staff available to the Committee 

before the April meeting. Meanwhile, the informal $500 million dollar equivalent limit 

discussed at the last Committee meeting appears adequate. 




